markets) are high, but because the rents available from exploiting market positions protected
from open competition are high, and many competing claimants would dearly love to enjoy
the privilege.”

The upshot is that there is no difference of economic substance between the intangible
rights held by cable franchisees and the intangible rights held by cellular telephone compan-
ies. Both convey privileges not afforded potental competitors, thereby protecting licensees
from rivalry, and allowing both prices and profits to be above competitive levels. This is,
incidentally, why both cable companies and cellular telephone companies have Q ratios
which reveal large degrees of monopoly profits.

4.2 The Haring & Jackson Attack On Government Numbers.

I am accused by Haring & Jackson of "play{ing] fast and loose with the numbers,"*
and of a presentation which is “not candid;"* all of which leads to the outright condemna-
tion: "Hazlent is, in truth, playing games.”® I wish I were, but can assure the reader that I am
fortunate to have discovered a host of more pleasurable recreational forms. The truly
remarkable part of this broadside is that, so as to avoid controversy regarding the numbers, I

used more conservative assumptons than the authors themselves have employed in Q rado

37 The government could easily intensify competition for licenses by electing to award fewer
licenses of a given size -- even if, by restricting the amount of spectrum allocated, it incurs lower
“"social opportunity costs” of spectrum. By creating less competitive conditions in the licensed
market it excites rent-seeking behavior.

38 Haring & Jackson, p. 6.
391bid., p. 8.
40 Ibid.
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analysis,*' and made use of official government statistics wherever possible (and cited them
as such).*? These have now turmned into "Hazlett’s numbers," and I don’t think the credit I am
garnering is meant as a compliment.

For instance, Haring & Jackson write: "Hazlett estimates that cellular firms have a cap-
ital investment of $500 per subscriber.” They claim this is less than half the level of actual
investment, based upon their reading of a Wall Street analyst’s report.*> My numbers were
taken from, and cited to, the Congressional Budget Office report released in March 1992.*
The CBO concluded, just as I did, that the evidence pointed to supra-competitive returns:

Currently, abour 80 percent of subscribers are business customers
who use an average of 175 minutes of service a month, which trans-

lates into an average monthly operarting cost of under $20. The 360
differential berween the monthly operations cost of service and

41 For instance, I didn’t depreciate cellular capital costs when calculating the Q ratio. Since the
“replacement cost of capital” is lowered if capital costs are (properly) depreciated, this raises the
industry Q. In that Haring & Jackson claim that depreciation is rapid (and attack me for using a
1en year capital depreciation schedule), this would serve to raise Q by a let. Note that Shooshan
& Jackson did deduct depreciation from the replacement cost of capital (which lowered the
denominator of Q). Shooshan & Jackson, Inc., "Opening thhe Broadband Gateway: The Need
for Telephone Company Entry Into the Video Services Marketplace," (October 1987) [hereinaf-
ter "Shooshan & Jackson 1987"], p. 11.

42 The situation reaches a reductio ad absurdum on page 7 of the Haring & Jackson paper. The
table endtled, "Capital Investment in Cellular,” boldly points out, "Note: Hazlett did not survey
cellular systems to obtain information on capital investment.” I plead guilty: I simply used the
first set of official statistics I found. One mught also note that if I had been trying to pad num-
bers, it is curious to note that when presenting the NTIA’s numbers on cellular license rents (my
Table 5, p. 16), I didn’t even adjust them to include the RSA's, which contain over one-fifth of
the U.S. populaton. (This would have increased the total cellular license rents about one-tenth.)

43 Hanng & Jackson, p. 6.

44 Congressional Budget Office, Auctioning Radio Spectrum Licenses (March 1992) [hereinaf-
ter "CBO 19927], p. 17.
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monthly revenue is by most accounts more than sufficient to cover

fixed capital and markering costs, and to account for very high prof-

its.”

Moreover, just as I did, they atributed this to market power of the cellular duopolists:
Financial analvsts anticipate that cellular telephone companies will
earn rates of return on investment in physical capital of 40 percent
to almost 100 percent as they exploit the combination of a desirable

service and the freedom from ser;iéous price competition permitted by
the duopolistic market structure.

The CBO estimates were themselves taken from a Wall Street analyst’s report which
the CBO found appropriate to use in its study. I chose to use CBO numbers, rather than
produce independent estimates, precisely to avoid the charge of arbitrariness which Haring &
Jackson levy but which -- by picking and choosing their own numbers -- should more accu-
rately be leveled against them. Moreover, if investment in physical plant per subscriber is
$1.170. as suggested by Haring & Jackson (p. 7), it is curious that total "cumulative capital
investment” in the cellular industy as of June 1993 is $12.776 billion against a subscriber
base of 13.067 million.*” This means that the industry has spent less than $1000 per sub-

scriber undepreciated.

45 Ibid., p. 26; to which the footnote reads: "Even this rough estimate of $60 a month difference
is low. The monthly average cost of less than $20 per month is based on the average business
customer’s use, while the average revenue figure includes residential customers who use cellular
phones less."

46 Ibid., p. .

47 This comes out to about $978 per subscriber (Cellular Telecommunications Industry Associ-
adon, Mid-Year Data Survey). As of June 1992, which is the date for which Haring & Jackson
list their numbers, the total accumulated capital per subscriber was $1,043. In taking all
accumulated capital expenditures and not figuring in depreciation, we bias the average capital
cost upwards, of course.
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But th=se are relatively minor distortions. Some of the Haring & Jackson attack 1s so
gratuitous as to be daring. For instance. in thwacking my allegedly "not candid” citation of
the NTIA's cellular license value figures of $80 billion nationally, which I labeled "the pres-
ent value of duopoly profits” (and to which they added emphasis*®), they attempt to contradict
my characterization by noting that “the NTIA irself states that its goal was more inclusive.™**
They quote the NTIA as saying it was attempting “...to estimate the current value of a partic-
ular portion of spectrum used for a designated purpose.” Nothing in rhose NTIA words
reveals what they thought about the effect of market structure on profits or license values.
(The current value of licenses could well include a hefty increment for duopolistic output
restriction, or not.) So the criticism that I am "not candid” is somewhat baffling... unil we
see what Haring & Jackson fail to report from the NTIA study:

These estimates of spectrum value in urban areas (MSAs] reflect the
existing duopoly market structure. If additional comperitors were to
enter the market, the profits of cellular providers would presumably

fall (i.e., the monopoly rents would drop), so that the value of spec-
rrum devoted to cellular uses would be lower.”

It is apparent who is being "uncandid” with whom.
4.3 The Haring & Jackson Attack on Private Market Value Numbers.

In presenting NTIA data on the value of cellular telephone systems, I used the est-
mates which showed the private market sales price data for cellular systems: about $80 bil-

lion natonally (MSAs only). The NTIA also reported a lower estimate of cellular telephone

48 Haring & Jackson, p. 8.
49 Ibid. (empbhasis in original).
50 Ibid., quoting NTIA 1991, p. D-1.

51 NTIA 1991, p. D-6. Note too that the NTIA refers to "monopoly rents” as attendant to duo-
poly market structure. This is the standard lexicon.
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license values based upon public market values: $46 billion. For using the larger number,
Haring & Jackson write excitedly that “the lower one... has simply disappeared from Haz-
lett’s presentation of the evidence."*

It is not wrong to use private market values rather than public market values,” and it is
clear that at least one of the authors of the Haring & Jackson paper agrees with me: In the
1987 paper they prepared for the U.S. Telephone Association, Chip Shooshan and Charles
Jackson estimated the market value of a cable system by looking solely at the price of cable
systems actually sold -- i.e., its private market value. This study did not even consider public
market valuation as an alternative, despite the fact that the values of public companies hold-
ing cable systems are often discounted by 30-40%. Indeed, at just the ime Shooshan & Jack-
son were using private market values to estimate cable Q ranos, the public market was
valuing cable systems at just 53% of private market values, according to Paul Kagan’s Cable
TV Investor, promptng the industry newsletter to remark that “The 53%-of-PMV [private
market value] figure is the lowest in years...">

The reason that actual trading prices of cellular systems are more approprate bench-
marks of market value is that such prices do not entail some of the complications involved in
sorting out the value of other assets owned by public corporations, the publicly-held systems

may sell at a discount due to the transactions costs associated with assembling and managing

52 Harning & Jackson, p. §, (emphasis in original).

53 The term “private market" refers to actually sales of cellular (or cable television) systems,
even if the ransactors are public companies. The "public market” refers to the valuation of the
companies which own cellular (or cable) systems.

54 Cable TV Investor (12 February, 1988; p. 3). The differential in public vs. private market
values in cable is still significant. In mid-1993, Paul Kagan & Associates reported that public
companies in the cable business were selling for just 64% of 10X cash flow, while private mar-
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the various assets in the company’s portfolio, and there may be tax (or other) liabilities which
the firm has accrued and which are difficult to separate from asset values. (This is similar to
the paradox that closed-end mutual funds have been known to trade for significant discounts
from the prices of the underlying stocks which they own, despite the fact that the funds con-
sist only of the underlying stocks.”) Indeed, the Congressional Budget Office made use of
the NTIA's private market figures with no mention of public market discounts:

NTIA has estimated that cellular licenses in the more than 300 MSAs

would be worth $80 billion. The estimate was predicated on a sam-

ple of 24 iransactions made in 1990... It is based on a small sample,

although many other transactions support the levels used. It

incorporates the value of the existing duopoly regulatory structure,

and thus would have 1o be adjusted downward if condiriojnas closer to
a comperitive market were to be created by new entrants.

The prices paid in actual sales seems to me, as it did to Charles Jackson when he was
writing about cable’s market power, a reasonable esimate of value. Yet, if the lower figure
is used, this certainly does not eliminate the supra-competitive retumns associated with a
cellular telephone license. $46 billion is stll higher than zero, and realistc Q ratios con-
structed with such values are sull comfortably above unity, as seen below.

4.4 The Haring & Jackson Attack on Jackson’s Numbers.

In Charles Jackson's 1991 report on the costs of delaying cellular service the very same
issue -- valuation of cellular telephone companies -- was addressed. Jackson’s own study

WTOtE!

5§ "Discounts of 20% are common, and even higher discounts are sometimes observed.” Andre
Schleifer and Richard Thaler, "Investor Sentiment and the Closed-End Fund Puzzle,” paper pres-
ented to the Finance Workshop, University of Chicago (September 1989), p. 1.

56 CBO 1992, p. 36. The CBO also refers to the $80 billion MSA license estimate as an "upper
bound,” by which it refers to the magnitude of revenues which could be realized from auctioning
more competitive licenses in the future.
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Our estimaie of the surplus associated with cellular properties
equals the 1otal market value of cellular properties less capital
investment... The total market value component was exmracted from
NTIA’s methodology based on recent sales transactions. NTIA cal-
culared the 1990 total marker value of cellular properties in urban
areas 10 be approximately $87 billion.”

No mention is made of public market discounts. Or, to paraphrase Haring & Jackson:

"the lower one... has simply disappeared from Haring & Jackson’s presentation of the evi-

dence.”

Haring & Jackson also criticize my use of 10-year depreciation rates for cellular’s capi-

tal equipment:

[T]he idea that any investment in electronics should have an eco-
nomic liferime of 10 years is mind-boggling given the rapid pace of
technical innovarion in that industry. Our own view is that a lifetime
of 5 years more Rroper/y reflects the likely decline in economic value

of cellular plant.™®

They go on to recalculate capital costs based upon shorter depreciable lives.
Yet, cellular investments are not only electronic, but composed of a mix of physical
inputs. It is reasonable to conclude that ten years is the appropriate lifetime. At least, it was

according to Charles Jackson, who previously “"boggled his mind" sufficienty to write the

following:

We can conservatively assume that the life of [cellular] base-station
investments is 10 years. Switching and other electronic equipment
may have somewhat shorter lives, but land and structures have much
longer lives”

57 NERA 1991, p. 11. Since NTIA estimated capital replacement cost at about $7 billion, this
produced a net license value estimate of $80 billion.

58 Haring & Jackson, p. 7.
59 1951 NERA Report, p. 17.
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